Abstract: This paper analyzes the process of institutional transformation in Bulgaria and assesses the extent to which it has established institutions and policies fostering domestic economic activity and integration into global markets. After a brief review of characteristics and achieved progress in firstgeneration reforms, i.e., removal of central control over prices, liberalization of foreign trade and exchange rate regimes, the paper first assesses in the comparative perspective the progress made in the quality of governance and structural reforms. It then takes a look at the extent to which this has impacted foreign direct investment (FDI) inflows and was translated into improved business environment in its domestic and external dimensions. The external dimension relates to backbone services facilitating trade and Bulgaria's trade policies. As far as the latter are concerned, the discussion highlights tensions that emerge from duality-regional versus multilateral-in Bulgaria's trade policy.
Introduction
Participation in the EU accession process, which began with signing with the EU of the European Association Agreement in 1993, has deeply impacted Bulgaria's institutions and policies designed to establish market economy and plug it into regional and global markets. Until the 1996-97 crisis, its impact was limited to conditions in market access. The policies pursued in 1990-96 have created conditions conducive to neither economic growth nor membership in the European Union. With the invitation extended by the EC to five Central European countries (Czech Republic, Estonia, Hungary, Poland, and Slovenia) in 1996 to begin accession negotiations, the prospect of EU membership for Bulgaria has become more real. The combination of a deep economic crisis and plausibility of EU membership has changed the political economy in Bulgaria in favor of reforms. The acquis communautaire has provided a template for structural reforms. The latter took off with certain delay, as the government had to deal with the legacy of depredation that took place before 1997. In recognition of the progress achieved in building market supporting institutions and policies, the European Commission declared Bulgaria a fully functioning market economy in 2003, and accession negotiations were successfully completed on June 15, 2004. This paper analyzes the process of institutional transformation in Bulgaria and assesses the extent to which it has established institutions and policies fostering domestic economic activity and integration into global markets. After a brief review of characteristics and achieved progress in first generation reforms, i.e., removal of central control over prices, liberalization of foreign trade and exchange rate regimes, the paper first assesses in the comparative perspective the progress made in the quality of governance and structural reforms. It then takes a quick look at the extent to which this has impacted foreign direct investment (FDI) inflows and was translated into improved business environment in its both domestic and external dimensions. The external dimension relates to both backbone services facilitating trade and Bulgaria's trade policies. As far as the latter are concerned, the discussion highlights tensions that emerge from duality-regional versus multilateral-in Bulgaria's trade policy.
Several observations emerge from this discussion:
• Bulgaria has mostly completed the process of implementing first-generation reforms. Prices are not only stable but also almost fully shaped by market forces. Its exchange and foreign trade regimes are liberal and do not obstruct trade and financial flows.
• Progress in implementation of structural reforms and converging to the EU acquis communautaire has led to a significant enhancement in the quality of governance and market supporting institutions. This has led to the change in perception of Bulgaria by foreign investors, who have been increasingly responsive to friendlier investment climate. In 2004 FDI per capita in Bulgaria was higher than that for the CEEC-8 economies.
• Bulgaria scores high on most institutional and governance dimensions. Thanks to recent structural reforms, it outperforms now other Balkan economies including Romania and Croatia and on some counts scores higher than some new EU member states from Central Europe • Economic benefits from structural and institutional reforms are yet to be fully tapped, as most of them were implemented over the last four years. Until around 2000 there was rather limited progress.
• 'Macro' institutional improvements are yet to be fully transplanted to a micro-level, as three areas appear to remain a binding constraint. ⇒ First and foremost is the low quality of judicial system and by the same token weaknesses in enforcement of property rights and contracts. ⇒ The second relates to backbone services facilitating trade. Bulgaria ranks low relative to the levels of efficiency achieved on average by both CEEC-8 and the EU-15 countries in management of ports, IT infrastructure and customs. In addition, there are recurrent complaints among businesses of government bureaucracy, poor infrastructure and frequent changes in the legal framework including taxation. ⇒ Despite progress in simplifying and streamlining the regulation of business activities achieved over 2002-04, the regulatory burden remains huge. There are still redundant and excessive sector specific regulatory regimes. Labor regulations allow for limited flexibility in labor markets and cost of business entry remains unnecessary high. Courts operate slowly in enforcement of contracts and mediating commercial disputes.
• All of these constraints mentioned above are important. Taken together, they block the entry of new businesses and prevent domestic firms from participation in a rapidly developing new global division of labor based on international outsourcing and fragmentation of production. The increase in FDI inflows is not necessarily a testimony that Bulgarian business climate has been cleaned of weaknesses, as large multinational companies are well endowed with its potential weaknesses. Rather the ultimate test is the extent to which the existing business environment removes obstacles to the emergence of new firms and foreign "small scale" investments. On this account, regulatory regime or rather their multiplicity remain an important obstacle to be addressed by government policies. • Bulgaria's markets for industrial goods are fully contestable for pan-European (EU-25, EFTA, Romania, and Turkey) exposing local producers to duty-free competition from imports. With relatively high MFN tariff rates, the level of reverse discrimination significantly increased over the last couple of years. While this has not resulted in perceptible trade diversion, organizational arrangements preventing that to happen unnecessarily increase administrative intervention into the economy.
In all, thanks to structural reforms and liberal regional trading environment, Bulgaria has successfully, albeit only belatedly, begun taking advantage of opportunities offered by participation in the EU-driven Eastern Enlargement regional integration project. The challenge ahead is to maintain and build upon momentum of regulatory and institutional reforms launched in the 2000s and reduce MFN tariff rates on industrial products to those levied by the EU.
Investment and Business Environment for Plugging-into Globalization
The experience of countries that have successfully taken advantage of opportunities offered by global markets suggests that two elements have to be in place-successful implementation of first-generation reforms (liberalization of prices, foreign trade and exchange regimes) and consistent movement towards a rule-based institutional regime with the capacity of their enforcement. The former is relatively easy to implement, provided absence of political opposition, whereas the latter requires advanced institutional capacity of the state. Bulgaria moved swiftly in implementing first-generation reforms. Its 1991 stabilizationcum-transformation program was successful in restoring macrostability and laying the foundations for a demand-rather than supply-constrained economy, characteristic of central planning. Yet, many reform measures were reversed and others not implemented. Weaknesses in state capacity combined with strong political resistance have stood in the way of moving fast in structural reforms. As a result, inflation turned into hyperinflation in 1996 bringing the economy to the brink of collapse.
With the change of government in 1997, Bulgaria launched its transition program to competitive markets for a second time, although under much more adverse circumstances than in 1991. Collapsed banking sector combined with a six-year of economic mismanagement and plundering of public resources dramatically raised the cost of necessary reforms. How quickly the returns from liberalization will occur always depends on initial conditions. Devastated banking sector and public finances heavily extended the payoff period in spite of a rapid progress in restoring macroeconomic stability and government commitment to structural reforms.
While progress in first-generation reforms is relatively straightforward to assess (e.g., inflation, convertibility of domestic currency for current account transactions), this is not so with second generation reforms covering as a rule activities and policy areas where progress can be gauged only indirectly. Moreover, they usually tend to be highly intertwined. Progress in one area can be 'neutered' by the lack of progress in another area. For instance, large-scale privatization may be completed. Yet, its benefits may not materialize if privatized companies are subsidized by still state owned banks, as it was the case in the Czech Republic in the mid-1990's, or competition policy is unable to contain their abuse of dominant position. The same comment applies to various indicators measuring the quality of business climate. Huge minimum capital requirements or instabilities in tax policies, for instance, may offset simplicity of procedures for business entry.
In order to assess Bulgaria's progress in building institutions supporting plugging-into global markets, we adopt an eclectic approach. Proxy variables for assessing the progress in structural reforms in a comparative perspective is the improvement in the quality of governance supplemented by the 'cost of doing business' indicators and external assessments of corruption. We shall use the methodology and data developed by the World Bank for the first two, and Transparency International's country rankings for the latter. They are all intertwined with the progress in building institutions supporting competitive markets and improving business climate. Governance takes into account the capacity of state to provide environment conducive to business activity, i.e., transparency, accountability, enforcement of the rule of law, regulations supporting competition, etc. The 'cost of doing business' indicators provide measures to assess businessfriendliness of regulations, whereas corruption indicators the extent of graft as perceived by international investors. The incidence of corruption supplements an assessment of the quality of governance pointing to its symptoms.
Two caveats are important. First, the shared weakness of governance and cost of doing business indicators is that a low score in a single dimension can offset high scores on other dimensions. For instance, friendly conditions for entry of start-ups would matter little if the government preys on existing businesses. In a similar vein, political instability will make superfluous positive scores on other dimensions of governance. Second, governance is not a synonym for corruption. Although better governance implies lower corruption, the two are different. Governance includes supply of public goods and services. Better governance and regulatory environment, low 'hassle' cost of conducting business, labor force, etc., all increase the probability of receiving higher FDI inflows and provide strong incentives to the development of the locally-owned private sector. Countries that have made the largest progress in transition to competitive markets have also registered stronger growth and attracted the largest inflows of FDI, whereas countries with weaker business climate have been less successful in attracting FDI.
This section examines progress achieved in the post-crisis stage of transition and sets it in a comparative perspective.
First-generation reforms: prices, foreign trade, foreign exchange and macrostability
Bulgaria followed initially similar policies as other radical reformers in the region. It introduced in 1991, i.e., roughly at the same time as the former Czechoslovakia and Romania, the stabilization-cumtransformation program that "… essentially resembled the Polish program of 1990" (Bruno 1994, p. 24) . All these countries freed most prices, removed the multiple exchange rate regime, introduced convertibility for current account transactions and dramatically liberalized foreign trade by eliminating all quantitative restrictions and the state monopoly over foreign trade.
Some differences, however, emerged early in transition indicating that Bulgaria as well as Romania moved with an initially smaller bang than other Central European early reformers. For instance, not all central controls over prices of tradables were removed and the foreign exchange rate regime was not liberalized in line with IMF Article VIII obligations. In consequence, there were significant restrictions on current account convertibility of Leva. In addition, hard budget constraint on state-owned enterprises was not imposed by state budget policies.
Yet, from the perspective of developments in 1995, Bulgaria seemed poised to perform like other radical reformers that appeared to be on the verge of a strong recovery from transformational recession. In terms of the scores of the EBRD, measuring progress in transition, Bulgaria reached levels comparable to that of Poland in 1990, i.e., the year of implementation of stabilization-cum-transformation program (see Table 1 below). However, in 1996, dynamic similarities in macroeconomic performance between Bulgaria and other early reformers disappeared. While in Hungary or Poland inflation continued falling to low double digit-levels, in Bulgaria inflation turned into hyperinflation. The GDP fell in 1996; inflation and government debt spiraled out of control; financial markets and banking sector collapsed; and foreign exchange reserves almost disappeared. Bulgaria became then the only European transition economy "… that has first achieved respectable economic performance, but later seen that performance deteriorate into full-blown hyperinflation and strongly negative growth of domestic product" (Wyzan 1998:6) .
Faced with hyperinflation, Bulgaria had to implement a stabilization package and considerably expand on measures introduced back in 1991 and subsequently aborted. Bulgaria thus began its second transition to competitive markets, characterized by strong commitment to macroeconomic stability and implementation of structural reforms, under much more demanding conditions than in 1991.
Some interesting comparative insights can be gleaned from the examination of EBRD transition indicators of progress in liberalization of prices, small-scale privatization, and foreign trade and exchange rate regimes normalized for the purpose of this analysis.
1 Indeed, much lower scope of initial liberalization in Bulgaria following the implementation of the stabilization-cum-transformation program than in Poland is clearly visible. While Poland scored 57 percent in its first year of the program in 1990, the value of Bulgaria's index of aggregate progress in first generation reforms was only 38 percent. Bulgaria's reached the level of dismantling central price controls, state ownership of small firms and foreign trade and foreign exchange rate regime that Poland had already in 1990 only in 1994 and stayed at this level until 1996. Bulgaria reached in 1998 the level of progress in first stage liberalization reforms achieved by former Czechoslovakia in 1992, i.e., during the second year of the transformation program, Poland in 1993 and Estonia in 1994. Bulgaria's performance was in stark contrast to Estonia-both countries began their transition from the same level in terms of state micromanagement (Table 1) . While Estonia moved rapidly in dismantling vestiges of central planning, Bulgaria was falling behind fast reformers. EBRD-based aggregate index in 1990 EBRD-based aggregate index in -2004 EBRD-based aggregate index in in selected transition economies (in percent) 1990 EBRD-based aggregate index in 1991 EBRD-based aggregate index in 1992 EBRD-based aggregate index in 1993 EBRD-based aggregate index in 1994 EBRD-based aggregate index in 1995 EBRD-based aggregate index in 1996 EBRD-based aggregate index in 1997 EBRD-based aggregate index in 1998 EBRD-based aggregate index in 1999 EBRD-based aggregate index in 2000 EBRD-based aggregate index in 2001 EBRD-based aggregate index in 2002 EBRD-based aggregate index in 2003 Notes: (1) the aggregate is the average of scores ranging between 1 (no liberalization) and 4.5 (liberalization at the levels of highly developed market economies) for prices, foreign trade and exchange rate regime and small privatization. It has been normalized with 1=0 and 4.5=100; (2) SEE-4 include Albania, Bosnia and Herzegovina, Macedonia and Serbia and Montenegro. Source: own calculations based on data from EBRD Annual Transition Reports.
The second transition shares more similarities with the initial path of the radical Central European reformers than Bulgaria's first, failed transition. In some respects, it progressed faster, as aggregate output rebounded in the next year after the implementation of the stabilization program, and inflation was brought under control in the second year of the program. In some others, it progressed slower. While it would be tempting to take the value of the EBRD-based first-generation reform index that Poland reached in the first year of its stabilization-cum-transformation program in 1990 as a frame of reference, this would be misleading for one major reason. The index, as constructed here, captures only the extent of liberalization of prices and foreign trade and exchange rate regimes and progress in small-scale privatization. Bulgaria reached in 1994 Poland's level only thanks to the improved EBRD rating in liberalization of foreign trade and exchange rate regime. It is not clear why the EBRD analysts raised this score, as the extent of convertibility on current account transactions in Bulgaria was lower. It seems that the reason might be the fact that Bulgaria's MFN applied tariff rates were lower.
Hence, a better comparator is the level of liberalization achieved by Bulgaria in 1997, i.e., the year of implementation of the second stabilization program. The value of first generation reform index reached this level in 1992 for Poland and in 1997 for Romania. Estonia, which is included here because the values of the index were the same as for Bulgaria in 1990 and in 1992, improved its score from 57.1 percent in 1993 to 76.2 percent in 1994. Since both scores are in the same distance away from Bulgaria's score in 1997, we set 1993 as a comparator data. Two observations can be derived from data presented graphically in Figure 1 . First, the progress in first generation reforms was larger in Bulgaria during the first five years, i.e., in 1997-2001 than that achieved in Estonia and Poland during their respective five-year periods but much smaller than in Romania. The values of the index for both countries were almost identical in 1997. But Romania outperformed Bulgaria in 1998-2000 due to faster progress across all policy areas. Both countries reached parity in 2001. Bulgaria and Romania (1997-04), Poland (1992-97) and Estonia (1993-98) Source: as in Table 1 .
Second, first-generation reforms appear to have been shelved during the remaining three years, that is, in [2002] [2003] [2004] . While there was little room for improvement in liberalization of prices or foreign trade and exchange arrangements, there was plenty of room to go ahead with small-scale privatization identified by the EBRD as an unfinished business. Neither Bulgaria nor Romania, however, has made any progress.
However, because of at least five-year delay in establishing relatively competitive markets, accompanied by gross economic mismanagement, private appropriations of state subsidies, huge contingent liabilities, which led to the collapse of the banking sector, and massive asset stripping, the overall cost of stabilization operation was enormous. The challenge of restoring stability and rebuilding devastated banking sector and international reserves pushed off some first-generation reform measures the government policy agenda. In consequence, some measures that might make Bulgaria more attractive for foreign investors as well as would facilitate trade were introduced with considerable delay. For instance, its outdated and fragmented foreign currency legislation, with significant restrictions on current account transaction, was overhauled and brought in line with IMF Article VIII obligations only in 1999. Similarly, following the liberalization of many prices in 1997-98 there was no further dismantling of price controls until 2001. 
Second generation reforms: governance and FDI
While macroeconomic performance has been impressive since the introduction of the stabilizationcum-transformation program in 1997, the progress in implementing the second-stage institutional reforms has been less spectacular, albeit not disappointing. With some delays privatization took off and a number of measures improving business climate have been implemented.
2 Since 1998, Bulgaria has reformed the regulatory and institutional framework of the banking sector and privatized private banks to strategic investors. As a result, the financial sector has fully recovered from huge financial losses and damage to its credibility suffered in the aftermath of the financial meltdown in 1996-97.
This section examines Bulgaria's position in terms of the progress in structural reforms as captured by corruption indices, World Bank's indicators of governance, and EBRD indicators of economic reforms. It assesses progress both over time and vis-à-vis its regional peers. Since the test of pudding is eating, we also look at links between achieved progress and FDI inflows.
A. Perception of corruption, governance and structural reforms
How does Bulgaria compare to other countries in the region in terms of progress achieved in structural reforms? In order to answer this question, we use three different indicators: Corruption Perception Index (CPI), World Bank-based aggregate index of governance quality, and EBRD-based index of progress in second generation reforms. Admittedly, each of them is very subjective based on experts' opinions rather than 'hard' numbers. Yet, taken together they provide basis for assessment of changes over time and Bulgaria's position vis-à-vis its regional peers. Taken together, they point to very significant progress in improving business climate achieved especially over the last three years.
We begin with CPI providing information on perception of international investors of corruption in a country in comparative context. International investors' perception of the Bulgarian investment climate has substantially improved since 1998. The verdicts given by participants of Transparency International annual surveys have been increasingly favorable for Bulgaria. While in the mid 1990s Bulgaria together with Romania was ranked somewhere between CEEC-8 and CIS economies, the latter notorious for high incidence of corruption, Bulgaria has been moving up. It has not only the 'cleanest' institutional environment among Balkan countries but, by 2000, Bulgaria has also become like other CEEC-8 countries in terms of the value of CPI (Table 2 ). The decline in perception of corruption has been impressive since 2000, as Bulgaria has been moving towards the median CPI value of 4.4 in 2000-04 for CEEC-8 countries. Bulgaria's current rating stands at 87 percents of the CEEC-8 average and 93 percent the CEEC-8 median value of CPI. The value of CPI still remains below the average for EU-15 and the gap has slightly increased. The fact the average for CEEC-8 countries has also fallen behind does not change an overall assessment of the magnitude of the challenge faced by Bulgaria in improving regulatory environment to minimize the potential for rent seeking.
The same conclusions boiling down to "huge improvement but a challenge ahead" can be drawn from the analysis based on diagnostic tools developed by the World Bank. Although better governance implies lower corruption, the two are different as the former also includes the supply of public goods and services and their quality. Tools designed to assess the quality of governance are much more elaborate than Transparency International's rankings covering separately six dimensions of governance and drawing on a much larger pool of expert assessments. Table 3 reports values of three rather than all six governance indicators. Dimensions of governance included are political stability, government effectiveness and regulatory quality.
3 A single aggregate index of governance is a simple average of the values of these three governance indicators. Their values range between -2.5 (the worst case) and +2.5 (the best case).
In 1996-98 Bulgaria together with Romania were scored well below CEEC-8 economies and below the average for SEE-4 countries on political stability and government effectiveness dimensions. The regulatory quality was one of the highest among SEE economies in 1998 but offset by low government effectiveness. In terms of aggregate index, Bulgaria was on a par with Romania in 1998, well above SEE-4 economies rather dramatically below Poland the overall worst performer among CEEC-8 countries. Source: derived from data available at www.worldbank.org/wbi/governance/gov_data.htm and discussed in Kaufman, Kraay and Mastruzzi (2003) .
Since 1998 the improvement in the quality of governance in Bulgaria has been very significant in all dimensions. The value of aggregate index of 0. An examination of recent progress in structural reforms suggests that developments over 2002-04 could be characterized as acceleration rather than a mere continuation of trends in 1998-02. This is a general conclusion that can be derived from the EBRD transition indicators pertaining to structural, second-generation reforms as well as from a more detailed examination of recent reform measures. For the review of the latter, see Box 1.
Box 1: Snapshot of structural reform measures implemented in 2000-04
Recent progress in structural reforms is discussed under the following headings: large-scale privatization; reforms in energy sector; reforms of telecommunications; railways' reforms; water sector reforms; and reforms of the financial sector. In all of these areas, significant progress has been made. Restructuring of the energy sector has been underway with implementation of substantial the institutional, pricing and regulatory reforms. These included: opening of the sector has been open to private entry and the elimination of former monopolies, bringing the prices over 2002-04 to cost recovery levels; and elimination of cross-subsidies. Simultaneously, enactment of the new Energy Act (2003) , that is consistent with EU energy directives, has established a new legal and regulatory framework for the energy sector. The sector has been opened to competition and the institutional capacity of the State Energy Regulatory Commission (SERC) has been significantly enhanced.
In the telecommunications sector, a regulatory framework has been improved substantially through the establishment of the Communications Regulation Commission (CRC) and its institutional upgrading and enactment of a new Telecommunications Law (September 2003) consistent with best EU practice. Furthermore, the monopoly over the provision of fixed voice telecommunication services, leased lines and trans-border voice transmissions has been abolished.
Restructuring of the railway sector has been advanced significantly, with the restructuring program successfully addressing increasing efficiency and financial sustainability, improving staff productivity, decreasing subsidies to the railways sector, and opening the domestic freight market has been opened to the private sector and the first private freight operator was licensed in 2004.. The organizational and institutional changes included the separation of the railway company BDZ into a new railway operating company and a new railway infrastructure state enterprise (2002) , and the full accounting separation between the freight and railway operating company (2004) . In addition, market rules were established to enable the entry of private firms and the eventual privatization of the railway operating company. The network and services have been significantly rationalized through the closure of non-economic lines and termination of loss making passenger services. In 2004, 500 km of loss making lines was closed. The railway labor force was reduced by 13 percent at the end of 2004 compared to the level at the end of 2001. Track access charges were adjusted to remove all cross subsidization between passenger and freight services effective as of October 1, 2004, and cost recovery was increased in inter-city passenger services by a further 20 percent, bringing it to over 90 percent (2004) .
In the water sector, the new modernization program envisions stronger public private partnerships to address the problems of inefficiency, water losses, and lack of investment. With the enactment of the Water Regulatory Law in January 2005, a modern institutional and regulatory framework water regulator (water supply and sewage services) was developed.
The restructuring of banking sector has been particularly impressive in the aftermath of its collapse in 1996-97. With the privatization of the largest state-owned bank, DSK Bank in 2003, the dominant state insurance company, DZI, in 2002, and the fourth largest, Biochim, in 2002, the privatization to strategic investors has been completed. In addition, several measures have significantly improved a legal and institutional framework for financial intermediation. These included among others the enactment of the Bank Bankruptcy Law in 2003, which has improved conditions in exit for insolvent and closed banks; strengthening of supervisory powers of the Bulgarian National Bank over direct and indirect owners of banks (2003) EBRD-based aggregate index in 1991 EBRD-based aggregate index in -2004 EBRD-based aggregate index in in selected transition economies (in percent) 1990 EBRD-based aggregate index in 1991 EBRD-based aggregate index in 1992 EBRD-based aggregate index in 1993 EBRD-based aggregate index in 1994 EBRD-based aggregate index in 1995 EBRD-based aggregate index in 1996 EBRD-based aggregate index in 1997 EBRD-based aggregate index in 1998 EBRD-based aggregate index in 1999 EBRD-based aggregate index in 2000 EBRD-based aggregate index in 2001 EBRD-based aggregate index in 2002 EBRD-based aggregate index in 2003 Source: as in Table 4 .
Perceptible change began to take place only around 2000.The change came in three stages-two piecemeal increases followed more recently by a continuous growth. The value of the index jumped in 1997 and then stayed at the same level in 1998-99 (Figure 2 How does Bulgaria compare to other countries in the region? While the index based on EBRD's scores-for obvious reasons-does not allow for precision in capturing the institutional progress, it nonetheless indicated the direction of changes and achieved progress. Bulgaria has made huge strides especially since 2001 and is much more advanced than Romania and SEE-4 economies, yet its level of institutional maturity remains well below that achieved by CEEC-8 economies. The value of structural reform index is roughly the same as achieved by a median for CEEC-8 countries around 1997-98. Hence, Bulgaria has still some way to go in order catch up with recent EU entrants.
B. Impact on FDI inflows
Better governance and regulatory environment, low 'hassle' cost of conducting business, labor force, etc., all increase the probability of receiving higher FDI inflows. Empirical research strongly suggests that progress in second-generation reforms, i.e., with the focus on institutions supporting competitive markets, provides explanation in country variation of FDI inflows. Garibaldi et al. (2002) have shown, that the quality of institutions explains the variation in FDI flows to transition economies. In a similar vein, Broadman et al. (2004, p. 20) , plotting the data on FDI per capita and EBRD's governance and enterprise restructuring indices for all Balkan countries also find a very strong positive association between these two variables. Countries that have made the largest progress in transition to competitive markets have also attracted the largest inflows of FDI, whereas countries with weaker business climate have been less successful in attracting FDI. Ineffective protection of property rights and weaknesses in contract enforcement always discourage foreign investors.
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In the analysis that follows, we focus, like in the studies mentioned above, on the institutional environment as critical to explaining variation in FDI inflows. In contrast to Broadman et al. (2004) , we look at cumulative FDI inflows per capita and use an aggregate EBRD-based indicator measuring the progress in building market-supporting institutions. We take FDI inflows per capita rather than in terms of GDP simply because the latter is positively correlated with higher quality of governance. As discussed earlier, the aggregate indicator is the average of EBRD scores limited to areas not directly associated with first generation reforms. The progress in these areas no longer strongly differentiates among transition economies, as was the case during the initial stages of transition, whereas institution and governance-related domains do. The index is averaged for the 1996-2002 period. The rationale behind averaging over the eight-year period is straightforward: a good climate has to exist for a sufficiently long time to affect investors' decisions. As a second test, we also plot cumulative net FDI flows per capita and the aggregate indicator of quality of governance. As mentioned earlier, the quality of governance is defined here as an average value of the indicators of political stability, government effectiveness and regulatory quality. These three aspects of the business environment are critical to FDI inflows. The indicators pertain to 1996, 1998, 2000 and 2002 and range from -2.5 (lowest score) and +2.5 (highest score). For the same reason, we take the average over time (Table 5 ). EBRD-based index ranges between 0 and 100 (fully operational market structures; Governance ranges between minimum of -2.5 (dysfunctional) and +2.5 (perfect quality). Source: EBRD transition reports various issues, IMF balance of payments statistics and derived from data available at www.worldbank.org/wbi/governance/gov_data.htm cumulative FDI per capita
EBRD-based Index
Like all other countries, except for Moldova, Bulgaria was not an outlier. Its governance was in the positive range and its institutional development lagged less than 60 percent behind the level of highly industrialized economies. The net cumulative FDI inflows predictably exceeded US$ 500 per capita putting it well ahead of countries that had negative scores of governance and low EBRD scores. On the other, Moldova attracted less FDI than then the structural index would suggest. The reason is straightforward: the absence of political stability as captured in the value of governance index.
Similarities between the results derived from plotting cumulative FDI inflows and levels of governance and structural reforms come as no surprise. Both indexes are highly correlated, with the value of correlation coefficient of 97 percent (Table 6 ). Both indices are also similarly strongly and positively correlated with cumulative FDI inflows per capita, with correlation coefficients exceeding 80 percent. It is interesting to note that the variation in values of CPI and FDI inflows is also positively correlated, albeit somehow weaker than the two other indices. Data for Bulgaria as well as for Romania provide strong support to the link between progress in governance and FDI inflows. The 1990-2003 time profile of FDI flows to Bulgaria per capita also appears to coincide with changes in the values of structural reform index (see Table 4 Hence, the progress achieved in building market-supporting institutions combined with the higher quality of governance explains most of the variation in flows of FDI to sixteen transition economies, CEEC-10 and SEE-6. Bulgaria's inward FDI stock, as approximated by cumulative net FDI inflows since the collapse of central planning in 1990, is in line with what one would expect given its record in second generation reforms. This is the case for both indices of governance quality and structural reforms' progress averaged over 1998-2004. How does the emphasis on structural reforms match studies pointing to other factors explaining FDI flows? The conclusion about the primacy of institutions appears to contradict other findings on determinants of FDI inflows. Most of them identify unit labor cost, openness to trade, size of the host economy, the proximity to the EU as major factors explaining differences in FDI inflows. Some argue that country-specific risk does not influence FDI inflows (Bevan and Estrin 2004) , whereas others have found credit ratings as an important explanatory variable (Janicki and Wunnava 2003) . It is also interesting to note that announcement about timetables for admission to the EU has positively influenced FDI flows (Bevan and Estrin 2004) . The contradiction is more apparent than real. Consider first that countries bordering the EU-15 (except those bordering Greece) have also moved fast in transition to competitive markets. In consequence, proximity has also somehow influenced the pace of transition, although the presence of potential foreign investors also probably had an influence on reforms. Second, richer countries are, to paraphrase Fisher, Sahay and Vegh (1998), closer to Brussels. Richer countries have also better institutions and are thus more attractive to FDI. Third, openness to trade influences the extent to which domestic markets are competitive. Contestability of domestic markets, in turn, reduces the extent to which distortions might affect the developments in unit labor costs. Both EBRD-based indicator and governance indicator indirectly captures contestability of domestic markets and thereby developments in unit labor costs.
While policy makers cannot do much about the size of a market or proximity to the EU, they can do quite a lot in designing institutions and changing policies. The latter also usually influence both unit labor cost and openness to trade and thus boost country's attractiveness to foreign investors. More importantly, there is evidence that institutional quality towers over other determinants of FDI location. Campos and Kinoshita (2003) examined three groups of determinants: The first group comprised cost of labor, the size of domestic market, skills of labor, quality of infrastructure, and proximity to EU markets. The second group included institutions, macroeconomic policy and other policies that facilitate conduct of business. The third group related to agglomeration economies, i.e., new investors following decisions made by earlier investors to take advantage of positive spillovers related to knowledge spillovers, and availability of specialized labor and intermediate inputs. Their main finding was that institutions and agglomeration economies explain directions of FDI flows to transition economies-taken together they outweigh other determinants related to labor costs, proximity to EU markets and size of domestic market.
Recently observed increases in FDI inflows into Bulgaria accompanied by perceptible improvements in the quality of governance and market-supporting institutions appear to corroborate this finding. It also reinforces the policy message about the importance of staying the reform course and suggests that recently observed increase in FDI inflows would generate positive spillovers attracting new foreign investors in the future. 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 
C. Conclusion
Bulgaria has made significant progress, especially since 2001, in raising the overall quality of governance, reducing corruption and introducing institutions and policies supporting competitive markets. These measures have made Bulgaria more attractive for high-quality FDI. Foreign investors appear to have responded well to the improved governance, as FDI inflows significantly increased in 2000-04.
Yet, Bulgaria has still to close the gap vis-à-vis CEEC-8. An important question to which we shall now turn is the extent to which reforms have reduced the 'hassle' cost of entering, conducting business (both domestically and internationally), and exiting. In other words, the major question addressed is whether the recent changes have trickled down to lower levels of bureaucracy directly dealing with businesses.
The 'hassle' cost of doing business: domestic and external interaction
The discussion so far has focused on first-and second-stage reforms and their impact on FDI inflows assessed in the context of CEEC-8 and SEE economies. It has examined general framework within which economic activities take place leaving aside an important intertwined issue of their microeconomic impact. Well-developed market supporting institutions, the extent of contestability of domestic markets, the capacity of government to enforce rule of law or macrostability are all crucial to establishing environment friendly to conducting business operations. But so are regulations and other conditions influencing transaction costs. Regulations are usually necessary for various reasons but they do not have to be unnecessarily burdensome or costly.
These can be discussed from two different viewpoints. The first abstracts from international interaction whereas the second focuses on issues related directly to costs related to foreign transactions. High 'hassle' cost of conducting business provides a strong disincentive to establishing new firms and encourages existing firms to slip into the informal economy. Along similar lines, burdensome customs procedures, low efficiency of ports, high transportation costs due to regulatory arrangements and high costs of other services raise transaction cost and undermine competitiveness of domestic producers in international markets.
A. Business climate: domestic dimension
Serious effort to address high regulatory burden on conducting business activity began in Bulgaria in 2002, with the establishment of the high level inter-ministerial group to review, eliminate and simplify regulation of business activities. Its results were twofold: the proposal for streamlining (117 of 361) and elimination of some regulatory regimes (75 of 361) and the draft of a Law on Administrative Regulation and Administrative Control of Economic Activities subsequently adopted in 2004 (Djankov 2005) . The latter has invalidated all existing procedures for the creation of new licensing regimes and has established the new principles for the introduction of new regulatory regimes significantly limiting the scope of new regulations by line ministries and other government agencies. As a result, the administrative burden on business has been significantly reduced.
Yet, the administrative burden of conducting business appears to remain excessive and many Bulgarian firms perceive it as the major weakness of business climate in the Bulgarian economy. While deregulation should be approached as a continuous process managed from the top levels of administration in cooperation with civil society organizations, this was, however, a one-time effort. No institutional structure for deregulation has been set up to monitor and devise deregulatory schemes. The institutional capacity of various government agencies is not sufficient to implement effectively various provisions of the new Law on Administrative Regulation. No comprehensive database containing information on regulations has been established. Various government agencies have no access to shared information on businesses. There are still 39 licensing regimes in place in Bulgaria, as compared, for instance, to five in Poland. The silent consent applies only to a handful or licenses, and there is no legislation limiting the number and duration of various inspections. Last but not least, a multitude of overlapping regulatory structures still remains in place.
How does Bulgaria's business climate compare with those of its regional peers in each of the six areas pertinent to conducting business activity? Regional peers are here new EU member states from Central Europe (CEEC-8) and Romania that, together with Bulgaria, are on the EU accession path as well as ten CIS economies (no data are available for Tajikistan and Turkmenistan). The diagnostic tool is the World Bank's Cost of Doing Business comparative survey (World Bank 2005a). The compiled data shed lights on tangible components shaping the legal cost of conducting business in Bulgaria in comparative perspective. We look into seven areas covered by the survey: starting business, labor market flexibility, registering property, contract enforcement, bankruptcy, and protection of investors.
As a first step, we assess the overall formal regulatory ease of doing business relative to transition countries. Data tabulated in Table 7 contains information on overall ranking in terms of ease of doing business overall and in each area. It was derived as follows: Each area has between one (protection of investors-disclosure measure) and five different indicators (access to credit and labor market flexibility). Except for contract enforcement (four indicators), three indicators describe the state of regulatory practices in other areas. Since rigidity of employment indicator is an average of three other indicators, we take into account the average indicator together with firing cost. We normalize each indicator taking best practice among CIS/CEEC states as 100. We calculate the average for each of seven areas covered by 'doing business' survey. The average across areas gives an indication of the overall ease/difficulty of doing business in a country as juxtaposed against the best conceivable regulatory regime, that is consisting of most businessfriendly arrangements in the region. The higher values ranging between maximum of 100 (best) and 0 (worst) indicate a better relative performance. Georgia  39  51  18  54  53  83  56  50  Poland  32  49  19  51  60  67  57  48  Russia  43  69  21  62  77  50  13  48  Hungary  34  38  27  76  36  83  40  48  Kazakhstan  41  69  18  60  24  83  23  45  Kyrgyz Republic  70  54  22  28  53  50  31  44  Bulgaria  35  46  19  48  41  33  69  42  Moldova  33  50  26  51  41  50  36  41  Uzbekistan  33  39  10  45  47  67  39  40  Romania  79  17  17  51  27  33  53  39  Belarus  18  50  48  54  44  17  44  39  Azerbaijan  44  33  29  56  43  33  24  38  Slovenia  28  28  20  45  27  67  48  38  Ukraine  27  17  14  65  32  50  28 Although at a first glance, these may not seem to be very demanding benchmarks in particular for flexibility of employment and registering property where the best CEEC/CIS-wide practice diverges widely from the best practice worldwide (last line in Table 7 ), this is not the case. Consider that Lithuania and Slovakia were among top 20 economies in the world ranked on the overall ease of doing business in 2004 (World Bank 2005a, p. 2) .
The ranking appears to defy expectations of the edge that CEEC-10 should have over CIS economies thanks to EU accession path. Although top five positions do not come as surprise, rankings of other countries do. Slovenia-the most developed in the CEEC/CIS group-has better regulatory climate than only Ukraine and ranks 19 th . Hungary, which attracted huge amounts of FDI, Poland, ranks 10 th below Russia and Poland. The latter, the bold reformer during the initial stages of transition in the early 1990's ranks below the two Transcaucasian states-Armenia and Georgia. Last but not least, Bulgaria has more hostile regulatory environment than 12 CEEC/CIS countries including, in addition to the above-mentioned, Kazakhstan and Kyrgyz Republic.
The results may be counterintuitive but revealing. Note that rankings take into account simplicity and cost of formal business regulations. They do not address corruption, illicit payments, taxation and other informal interventions that might be pursued by respective administrations. Simple regulations convolutedly executed may be as bad, if not worse, than more complex ones enforced by less corrupt administration.
In order to address these other components affecting the cost of doing business, we supplement the formal ease of doing business with information on the size of informal economy. In consequence, a greater weight is given to formal regulations in some areas, directly affecting decisions to stay or exit shadow economy (e.g., access to credit and contract enforcement). It also indirectly captures other aspects of administration/business interplay including corruption.
7 Table 8 presents the values of 'revealed' ease of doing business calculated as an average of formal ease of doing business and the normalized size of the informal sector taking the lowest size of informal economy as percent of GNI from the CIS/CEEC group as 100. The change in ranking is rather dramatic and brings it more in line with expectations. Slovenia moves up 11 positions to join other new EU member states that have moved decisively to the top eight positions in terms of real business friendliness of regulatory regime taking into account the extent to which entrepreneurs prefer to stay in the shadow economy. So has Romania by six positions. Bulgaria's ranking, however, has barely changed.
What does it all say about business climate in Bulgaria as compared to other former centrally planned economies? In contrast to Slovenia or Romania, Bulgaria has a simpler formal regulatory regime but overall less business-friendly climate. Complexities of Slovenian formal arrangements do not discourage businesses from going formal. On the other hand, simpler regulations in Bulgaria do. The question to which we shall now turn is what are these other ingredients erecting barriers to conducting business in Bulgaria. We shall take a closer look at areas of formal cost of doing business there.
In relation to other CEEC/CIS economies Bulgaria's regulatory environment scores particularly low on labor market flexibility, protecting investors, starting a business and on system of property registration (see Table 7 above).
8 All are important: labor market flexibility augurs well for boosting domestic economic activity and attracting FDI, 9 and ease of registering property is the necessary condition, albeit not sufficient, to bring assets into formal sector which, in turn, allows using them to obtain financing. Data in Table 9 corroborate these observations. Considering that Bulgaria has to compensate for its relative longer distance to EU markets than most other new EU member states, the frame of reference for Bulgaria's regulatory reforms should be at least Baltic states. They are even more remotely located than Bulgaria from the center of EU economic gravity epitomized by geographical location of Brussels, although they clearly benefit from proximity to Finland. It appears that they have sought to compensate for relative remoteness by assigning priority to regulatory reforms that would increase attractiveness of their countries to foreign and domestic investors. This is a strategy worth emulating. As can be seen from data in Table 9 presenting indicators for the best performer among CIS/CEEC states in terms of formal ease of doing business, the best performer worldwide, and the values of the 'best' scores, the road to regulatory environment enhancing microeconomic efficiency and growth is still a long one.
Labor regulations, in particular, remain an important barrier to business activity putting Bulgaria at a substantive disadvantage relative to other countries in Central and South Eastern Europe (Djankov 2005) . The outdated socialist-era Labor Code and other labor regulations are full of provisions discriminating in favor of currently employed, providing incentives to absenteeism and generally discouraging new employment. Examples abound. Regulations provide for automatic increases due to seniority even if previous experience has no relation to the current job. The minimum wage is set at a high level. An employee on sick leave receives 80 percent of his or her pay, which, however, is then not subject to personal income tax. Furthermore, there is no limit on the number of sick days that an employee can take. Under these circumstances, employees have little incentive to work and employers have no incentive to employ them unless under very special arrangements.
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Bulgaria's regulatory environment is the most burdensome for private firms in there are three other areas-starting a business, contract enforcement, and protection of investors' rights. As for business startups, the major reasons for Bulgaria's unfriendly regulatory arrangements relate to high administrative costs of starting a business. While in many countries business registration amounts to simply entering information into a statistical database, 11 Bulgarian regulations call for judicial assessment of the underlying documents. This is redundant, as there are other means (licenses and permits) to control business entry. The registration costs amount to 10.3 percent of Bulgaria's GDP per capita and minimum capital to be deposited amount to 117 percent of the GDP per capita. In other words, it costs almost US$ 300 in various administrative fees to register a business and one has to deposit around US$ 3000 as a minimum capital requirement. This is in relative terms almost three times and two times more than in Lithuania-an economy with the lowest hassle cost of conducting business among CEEC/CIS states (Table 9) .
Although these significant capital requirements are often justified as protection against damage from failing businesses, countries with most friendly conditions for business startups do impose very small costs, if any at all. In New Zealand, with the lowest hassle cost of doing business worldwide, the total cost amounts to 0.12 percent of the GDP. There is one country-Denmark-with zero cost. The reasoning behind simplicity and low administrative cost is simple: encouragement of new business activity and making sure it takes place in the formal economy. A high capital requirement pushes entrepreneurs into the informal economy. The welfare cost is significant as firms operating in the informal economy cannot reap benefits of scale and deprive the government of tax revenue. The latter might allow lowering tax rates thus encouraging economic activity. One should also add that there is little reason to have 11 administrative procedures. Although this number does not look bad against Lithuania, it is high when compared against best performers worldwide-Australia, Canada, and New Zealand. As their experience demonstrates, two procedures suffice.
It is interesting to note that a recent FIAS study has found that firms covered by their survey do not regard enterprise registration as the most questionable administrative procedures encountered by businesses (FIAS 2004, p. 10) . However, this merely suggests that other regulatory areas impose heavier burden and should not undercut the ongoing reform effort to improve conditions in business administration in Bulgaria. Several different separate registration regimes involving the courts, the tax administration, the statistics institute, and often the local government all contribute to an unnecessarily arcane system. Another area 'standing out' in a negative sense is contract enforcement. The process for a firm is lengthy; 440 days as compared with 335 days in Romania, 154 days in Lithuania and 50 days in New Zealand. Other sources corroborate this assessment of ineffective rule of law and point to a systemic problem. A recent World Bank study argues that (a) trust in the courts remains in Bulgaria low relative to other state institutions; (b) firms do not trust in the ability of courts to enforce decisions; and (c) the gap between demand for judicial services and the capacity of courts to deliver has been on the increase (World Bank 2005b). The absence of specialized commercial courts, summary proceedings and default judgments, out of court settlements and heavy reliance of Bulgarian courts on written over oral procedures together with their complexities further embitter contract enforcement. In all, while fewer than half of firms in almost all transition countries surveyed in 2002 believed that courts were able to enforce their decisions, the situation in Bulgaria appears to be much worse. The dominant perception among Bulgarian firms that it is difficult to have judicial decisions enforced has not abated. This is a serious problem, as demand for judicial services tends to grow with progress in structural reforms and transition to competitive markets. The absence of efficient courts suppresses investments and business transactions, as it limits investor confidence in the ability of the courts to enforce contracts, in ownership and shareholders rights (see below) and intellectual property rights.
Closely linked to the contract enforcement, the protection of investor rights is the last regulatory area that is well below international standards. The index captures seven different aspects of disclosure of financial information and ownership protecting investors and shareholders against fraud. The absence of regulations compelling disclosure has several negative consequences: investment are lower as potential investors fear of expropriation; the stock market is undercapitalized; economic growth is lower than under full disclosure; 13 and returns from investment are lower (WB 2005a, p. 56-57) . With the value of the disclosure index of 2 with its value ranging between 0 and 7, Bulgaria together with Romania was at the very bottom of CEEC-11. For other countries the values of this index ranged between 4 (Croatia, Estonia, Poland and Slovenia), 5 (Hungary and Latvia) and 6 (Czech Republic, Lithuania and Slovakia). Bulgaria also lags behind some SEE-countries, for instance, the index for Macedonia was 4.
There are also other factors compounding the overall hassle cost of doing business. Foreign investors often complain about government bureaucracy, poor infrastructure and frequent changes in the legal framework. This view seems to be shared by local entrepreneurs. FIAS survey points to firms' complaints about dealings with tax administration, discrepancies in legal interpretations of procedures across municipalities and fear by enterprises of disputing decisions taken by the administration (FIAS 2004). As for complaints about tax administration, uncertainty over tax rates and rules outweigh other issues, with 65 percent of firms surveyed identifying it as a major burden (Figure 6 ). Needless to add that lack of stability in tax rates and rules make business planning extremely difficult. So do other deficiencies in dealings with the tax administration identified by firms. The rapidly changing tax rules and their differing administrative interpretations create an environment of uncertainty with firms challenging arbitrary decisions. However, the problem is that-according to almost half of respondents-appeals mechanisms appear to be ineffective and penalties, both severe and capricious.
Hence, in spite of many improvements also reported in the FIAS study, the state administration has not as yet fully transitioned from its previous role of a micromanager to that of a facilitator required in a modern market economy. This analysis provides evidence supporting the view that despite the fact that Bulgaria has made significant progress in simplifying regulations, the business regulatory environment remains an obstacle to the private sector development and economic growth. Business regulations hinder competitiveness and productivity of Bulgarian firms. Although the hassle cost of doing business is now overall lower than in Croatia or Romania, it remains in some areas considerably higher than in CEEC-8, particularly in Baltic states.
B. Business environment, infrastructure and external interaction
While the above section has focused on the domestic dimension of business climate, i.e., regulatory regimes and measures directly affecting entry, conduct and exit for firms, this section will focus on policies and institutions affecting external interaction of domestic firms. These include both procedures for simplification and harmonization of international trade, state of infrastructure and its management together with provision of such backbone services as telecommunications, banking, insurance, transportation, business services, etc. Together with customs, related border clearance regulatory procedures, technical standards regulations and port efficiency, they shape the ease and speed with which goods and services move across national borders and, therefore, are crucial to trade in goods.
Weaknesses in provision of these services make impossible for domestic firms to participate in the emerging division of labor based on international outsourcing, just-in-time production and supply-chain management. Increasingly sliced value-chains, with the individual production stages being moved to countries with corresponding comparative advantages have become trademarks of a current global economic landscape. Interaction among "production blocs" of border-spanning production networks is particularly vulnerable to delays and disruptions between individual stages of the supply chain due to weaknesses in service links. Hence, poor quality of backbone services and trade facilitation acts deters foreign firms from incorporating domestic firms into their supply chains. It also acts as a barrier to other types of trade.
Liberalization of trade in services may improve the quality and availability of services through competition, economies of scale and, last but not least, incentives to policy makers to improve regulatory environment. Benefits of services liberalization are not limited to services sectors themselves: they impact all other economic activities. Considering that services contribute on average around 10-20 percent to the production cost of a product and account for all trading costs (transport, trade finance, insurance, communications, distribution services), savings from stronger competition from foreign providers indeed can be substantial (Hodge 2002) . So do gains in competitiveness in international markets of both services and goods.
Before evaluating the quality of business environment, as it shapes external interaction, several caveats are in order. First, Bulgaria has only recently implemented a number of measures in the context of accession into the EU, which has both provided an impetus and facilitated the design of policy reforms spanning across many services sectors. These as a rule included measures related to market opening, unbundling, third party access, public service obligations and regulation. Given their recent gradual implementation and complexity, their impact is yet to be statistically captured. In consequence, available data may significantly understate current performance.
Second, their impact will be positive, as convergence to the acquis makes markets contestable for foreign providers of services and harmonized with EU-wide regulatory provisions represents huge progress over the status quo. Both are crucial for accession, since the EU is already a common market striving to move towards free trade in services and investment. Both increase contestability, improve the quality of services provided and reduce their cost.
Third, their impact will not only be positive but also economy-wide, as convergence to the acquis communautaire, i.e., specific directives that must be implemented by a member state, stretches across a large number of service sectors including such important backbone service industries as financial services, transport, telecommunications, and energy. The convergence involves the strict application of competition rules and State aid disciplines leading to greater transparency and competition.
In order to assess the quality of environment supporting trade in goods, as a point of departure, we use indicators of trade facilitation as developed in Wilson, Mann and Otsuki (2004) . They identify four indicators of capacity to facilitate trade. These are port efficiency, customs environment, regulatory environment, and Information Technology infrastructure. Port efficiency measures the quality of infrastructure of maritime ports and airports. Customs environment measures direct customs costs as well as administrative transparency of customs and border crossings. Regulatory environment measures the country's approach to regulations and their quality. IT infrastructure measures the extent to which an economy has the necessary domestic infrastructure (such as telecommunications, financial intermediaries, and logistics firms) and is using networked information to improve efficiency and to transform activities to enhance economic activity.
14 The values for these variables are drawn from, among others, Global Competitiveness Report 2003 Report /2004 . We take the average efficiency level of the EU-15 to benchmark Bulgaria's performance in comparative perspective. Except for the quality of regulations or regulatory approach Bulgaria exhibits a low level of performance in all areas of trade facilitation, relative to the EU-15 countries (Figure 7 ). Development levels in port efficiency, custom regimes, regulatory policy, and IT infrastructure are approximately 54 percent, 71 percent, 84 percent, and 68 percent of the EU-15 level, respectively. The new EU-8 member countries on average exhibit a much higher level of development than Bulgaria using these four indicators. But Bulgaria outperforms Romania in all areas except in port efficiency. The weakest areas of trade facilitation in Bulgaria relative to the levels of efficiency achieved on average by both CEEC-8 and the EU-15 are management of ports, IT infrastructure and customs. They are respectively 26 percentage points and 16 percentage points for the latter two below the average for CEEC-8. The gap between performances in terms of regulatory environment measures in which Bulgaria's score is higher than the average for CEEC-8 than on other three indicators of trade facilitation appears to stem from relatively recent vintage of regulatory changes. Better regulatory arrangements usually lead, albeit with some lead-time, to improvements in performance.
Telecommunications is one of these areas where new laws are yet to significantly alter the quality of IT infrastructure. Their availability and pricing of telephone services deteriorated in comparison to CEEC-8 countries in 1999-2002 on all major indicators except in density of telephone mainlines (Table 10) The gap in terms of pricing local telephone calls had also fallen, although the telephone average cost of a local call was still well below that in CEEC-8 and Romania in 2002. But such a low cost of local telephone calls-more than five-times lower than on average in CEEC-8 or Romania-is not the result of high efficiency but cross-subsidization. In contrast to Romania, which scored higher than Bulgaria on the indicator of IT infrastructure, Bulgaria's local rates were roughly the same as the average in SEE-3 economies. But the difference vis-à-vis the CEEC-8 slightly declined suggesting slow movement towards a regulatory structure that allows for increased competition.
Indeed, movement towards a less competition distorting regulatory structure has accelerated over the last two years. Although Bulgarian Telecommunications Company (BTC) still has monopoly on the provision of voice and leased line services until January 1, 2005, two developments augur well for improvement in the quality of IT infrastructure. First, the 2003 Telecommunications Law has introduced greater transparency in the institutional regulatory framework of the Bulgarian telecommunications sector. It also contains a provision allowing rival service providers access to BTC's subscribers to offer cable, satellite or wireless services from the original liberalization date. Second, on February 20, 2004, 65 percent of BTC was sold to Viva Ventures, a wholly owned subsidiary of U.S. Company Advent.
15 While in the absence of competition, privatization alone does not guarantee better services, this may, however, trigger long neglected modernization of the network, which has one of the lowest digitalization rates in the region.
While recent developments suggest possibilities for a significant progress in IT infrastructure, this does not appear to be the case for port efficiency for two reasons. First, port inefficiencies appear to be the 15 See information at http//www.osec.doc.gov/obl/romaniabulgariatrademission/ BulgariaTelecommunications.htm It also stands at 65 percent of Romania's level in port efficiency. In all, the gap is larger than in IT infrastructure indicating a longer way to go to achieve CEEC-8 levels of efficiency. Second, reforms of port management have barely begun. The state of the art arrangements call for the introduction of the landlord port, with the separation of operational and commercial functions, privatization of port services, concessioning of large container and bulk terminals to private operators. Bulgaria's Ministry of Transport and Communications issued a port operator's concession program notice only in 2004 (see www.mtc.government.bg). It has invited interested parties to participate in the future bidding process for operation and maintenance of ports' terminals, as well as for the investment program for reconstruction and development of the existing and new terminals. The focus so far has been almost exclusively on airports leaving aside maritime ports, even more pertinent to trade in goods. A competitive tender, announced in August 2004, is limited to two airports in Bourgas and Varna. As of the end of January 2005, the concession rights for Burgas and Varna airports, which are expected to attract investments of nearly EUR 130 M over the next couple of years have not been allotted.
Yet, Bulgaria will have to address these inefficiencies before accession to the EU. The EU has been undergoing liberalization of rail transport, landing rights and access to airports (allocation of slots). It has abolished the queuing system for inland waterway markets and has been enforcing of rules on work practices in the road haulage sector. Furthermore, new rules call for the separation of public monopoly providers of port, rail and other transport services and reporting on the results of each of their activities in order to identify cross subsidies and end them. They call for the shifting to a system of direct subsidies, as opposed to indirect ones, designed to achieve social objectives such as universal service and, consequently, banning cross-subsidies from freight to passenger traffic or from ports to rail. There is clearly a need to accelerate reform effort in these areas.
The desirability of fast convergence to the acquis communautaire underlying the single market for services applies also to air transport services, which has so far remained outside Bulgaria's reform agenda. Despite ill-fated privatization of the national flag carrier, the approach to aviation policy has remained in the old mould of the exclusive route rights. Instead of moving to a new approach emphasizing open skies and unilateral liberalization, the bilateral system of air transport regulations, based on a positive list approach limiting provision of services to those that are explicitly permitted, 16 has been retained. Leaving aside safety and aviation security issues, which need to be addressed under both old, statist and new, liberal approach, the regulatory philosophy underlying bilateral aviation agreements has been to protect the national carrier from external competition.
Anticipating the EU accession, the roadmap for Bulgaria should include actions taken by the European Commission to implement the 1986 Single European Act's provisions on "freedom of services." In the case of transport, they included:
⇒ Deregulation of road freight in the 1990s through the removal of quotas and other barriers and allowing for cabotage, i.e., provision of transport services within the country by foreign firms; ⇒ Adoption by EU member-states of common licensing rules, legislation on free market access, and deregulation of rates and fares under the Third Package of Air Transport Liberalization Measures (in force since 1997) combined with the movement towards a European Common Aviation Area (EC 2004). ⇒ Restructuring of national railway companies through commercialization, separation of regulatory and operational functions, and opening of tracks to competing private operators;
It seems that Bulgaria should quickly follow the path of liberalization set by the EU. It should unilaterally deregulate aviation services domestically and open up internationally within the framework of the European Common Aviation Area-model. The argument in favor of this approach is that air transport provides fuel to the expansion of tourism but also to the emerging global division of labor based on production fragmentation. Although Bulgaria is not land-locked, air transportation is a key to its future trade development. Consider the example of the United States. Despite direct access to both the Atlantic and Pacific oceans, more than 40 percent of the value of goods entering and leaving US customs territory moves by air.
Airline liberalization has been a contributing factor to economic development. It is often overlooked that among the measures that created a 'virtuous circle' leading to the Irish economic boom were not only public expenditure cutbacks that allowed for tax reductions but also airline deregulation. The latter "… facilitated a more than doubling of tourist numbers over the following decade." (Barry 2003, p. 909) . Considering Bulgaria's endowments making it a potentially highly tourism intensive country, Bulgaria should follow the Irish path of airline deregulation but in the context of the EU accession process. The EU accession process offers a unique opportunity for Bulgaria to become part of the Single European Sky Initiative and open its skies at least to European carriers.
Another area deserving a close attention is management of ports and airports. Ports and airports are crucial to the transaction costs of conducting foreign trade operations. Worldwide, it is estimated that the total economic costs of transport inefficiencies are equivalent to 3 to 5 percent of the total value of trade. Both are tempting to rent seekers, as they offer huge opportunities to put a private hand in the public pocket.
The third weak area of trade facilitation relates to customs. Bulgaria's level of efficiency of customs procedures stands at 84 percent of that achieved on average by CEEC-8 and 71 percent for the EU-15. Despite progress in aligning customs procedures with those at the EU, foreign companies continue regarding customs regulations and policies as inconsistent, cumbersome, arbitrary, and unstable. The Bulgarian public seems to share this perception holding the police, judges, and customs agency in low regard, due to the perceived extent of corruption in those areas. U.S. companies complain also about excessive documentation requirements, slow processing of shipments, and corruption.
17 They cite, for instance, the requirement of the Customs Agency to submit invoices even for equipment transfers from corporate offices in other countries to Bulgaria as excessive and counterproductive.
There have been, however, some indications of progress in customs efficiency. Customs clearance time has been significantly reduced in pilot sites under the Trade Facilitation in South Europe (TFSE) project. Between June 2004 and the average for 2002 it fell 34 percent and was the shortest among selected SEE-economies (Table 11) . Moreover, the scope of random inspection of shipments has been significantly expanded. While in December 2001 all shipments were examined by customs, in June 2004 only 2.3 percent were inspected. As for other areas not covered by four indicators of trade facilitation, two observations on transport and technical standards can be made. First, the road transport has been fully privatized and both forwarding and transport services are available on competitive basis. The improvements in customs and port efficiency would further cut in the cost of these services.
Second, the EU Regular Report commends Bulgaria for having had made "good progress" in aligning standards with the EU, although the process of fully aligning them to European standards has not been completed as yet. There are still Bulgarian quality standards not conforming to generally accepted international standards, albeit these have been on the decline.
C. Concluding observation
Both domestic and international dimension of the cost of doing business point, on the one hand, to a very significant improvement and, on the other hand, to continued weaknesses. Bulgaria ranks high in terms of overall ease of doing business. It is above Croatia, Slovenia and Romania. There are three areas where Bulgaria lags behind most of CEEC-11-starting a business, contract enforcement, and protection of investors' rights. The latter is easy to address through appropriate legislative change. Considering, however, the limited confidence of firms in the effectiveness of the rule of law and the quality of judicial services, the contract enforcement strikes one as a barrier to business activity. This has negative implications for entry of de novo firms and for domestic firms' ability to take advantage of international outsourcing.
The ability to participate in international outsourcing is further hampered by Bulgaria's low level of performance in terms of efficiency of trade facilitation relative to CEEC-8 and Romania in port efficiency. Bulgaria's exceeds benchmarks only in the quality of regulations. The quality of regulations is important. But as long as the capacity to enforce them is weak, it has rather limited impact on external transaction cost.
Conclusions
Bulgaria has made large strides in implementing second generation, structural reforms considerably improving the quality of governance. Three different indexes-Corruption Perception Index (CPI), World Bank-based aggregate index of governance quality, and EBRD-based index of progress in second-generation reforms-all point to a very significant progress achieved over the last three-four years. But the values of these indices still remain below the average for CEEC-8 indicating the magnitude of challenge faced by Bulgaria in improving regulatory regimes and their enforcement in order to minimize the potential for rent seeking and enhance efficiency.
The improvement in governance and institutions has not as yet been translated into similarly impressive progress in business climate as it affects both domestic and external transactions. As far as the domestic dimension of doing business is concerned, Bulgaria's regulatory environment is still highly burdensome for private firms especially in such areas as starting a business, contract enforcement, and protection of investors' rights. Bulgaria lags behind most of CEEC-11 in these areas, with negative impact on private sector development and wealth creation. The most binding among these relates to contract enforcement. While lowering thresholds for starting a business or even improving legal protection of investors' rights can be done almost with the strike of a pen, contract enforcement is a much more complex task. It points to deficiencies in the functioning of courts. This is a serious constraint, as without improvement in this area, such other measures, as, for instance, introduction of laws protecting investors' rights will be of little relevance. Poorly functioning courts do not assure enforcement of the law.
Equally worrisome are the low levels in the values of various indicators assessing the capacity to facilitate trade-port efficiency, customs environment, regulatory environment, and Information Technology infrastructure. The new EU-8 member countries on average exhibit a much higher level of efficiency in the development of measures fostering external interaction than Bulgaria using these four indicators. The weakest areas of trade facilitation in Bulgaria relative to the levels of efficiency achieved on average by both CEEC-8 and the EU-15 are management of ports, IT infrastructure and customs. They are respectively 26 percentage points and 16 percentage points for the latter two below the average for CEEC-8. This is so despite relatively high quality of regulations. It points to weak enforcing capacity. While there is evidence pointing to recent improvements in IT infrastructure and customs, the quality of infrastructure of maritime ports and airports is not likely to improve without privatizing their management.
Although domestic aspects of business environment taken together with their international dimension related to trade in goods hamper the development of private sector activity and participation of Bulgarian firms in international outsourcing, these barriers have been on the decline. At any rate, they are not perceived as excessively binding by international investors. Furthermore, the prospect of accession and the necessity of convergence to the acquis communautaire both provide insurance of significant improvement in overall business/investment climate. This, combined with already observed gains in the quality of governance, seems to explain the recent surge in FDI inflows.
But large foreign owned firms are less vulnerable to regulatory burden, which appears to be at the core of business climate weaknesses in Bulgaria. They have easy resort to higher echelons of administration and are, therefore, overall better endowed to deal with potential administrative harassment. They also have significant resources to allow them navigate through various pitfalls in Bulgarian economic and judicial regime. This, however, applies neither to small foreign investors, who were the driving forces behind recent Romanian export expansion (Kaminski, Ng 2004) , nor to potential domestic new firms, who are at the core of innovation and business activities of highly developed countries. Both of these groups faced with prospective regulatory burden and high costs of entry will either choose other country for their business operations or will not start them at all. This cost of foregone opportunities may be quite considerable in terms of gains in employment, competitiveness and productivity.
Contestability of domestic markets for goods: the increase in reverse discrimination
The EU Eastern Enlargement project has led to the emergence of an economic architecture based on a network of preferential trade arrangements encompassing now two overlapping circles of thirty-six European states. The first circle, organized around the Pan-European Agreement on the Cumulation of the Rules of Origin, is a de facto single free trade area for industrial products based on diagonal cumulation of the rules of origin. Its participants include the EU-25, EFTA, Bulgaria, Romania and Turkey. The latter is tied to the EU-25 through customs union arrangements. Since January 2003 no duties have been imposed on trade in industrial products among 'Pan-European economies.' The second circle has emerged as a result of the EU-sponsored Stabilization and Association process for South Eastern European (SEE-5) economies launched in 1999. It has led so far to the network of bilateral free trade agreements among SEE-5 economies as well as the members of the first circle-Bulgaria, Rumania and Turkey. This preferential arrangement is based on bilateral cumulation (for explanation, see Box 2 below). Full liberalization of trade in industrial products among them will be completed in 2008. In addition, SEE-5 economies have preferential access to EU-25 but on asymmetrical base, i.e., the EU-25 does not have similar to access to their markets.
Box 2. Pan-European Cumulation of Rules of Origin
Rules of origin are used to determine the national/territorial provenance of goods for trade purposes. The EU has two types of such rules: non-preferential and preferential. Non-preferential rules define the origin of a good for trade statistics, import quotas and use of safeguards. Preferential rules are stricter. They are to ensure that only goods originating in one of the member countries enjoy the low tariffs or other benefits laid down in the agreement. Such rules ensure that goods from countries not party to the preferential arrangements cannot be diverted via a preferential partner to circumvent the EU tariff. Under the rules products acquire origin if they are wholly produced or if they are sufficiently processed in the preferential partner. For manufactured goods the basic criterion is a change of tariff heading at four-digit level. However, for many products alternative criteria must be observed. For example, there may be a limit on the value of non-originating materials used, often 40% (effectively a 60% added value rule), or a rule specifying a process.
The concept of cumulation is an important element of preferential rules of origin. It allows inputs originating in one party to a preferential agreement to count as originating in another when those goods are used in further processing. There are various types of cumulation. Bilateral cumulation is the simplest form and applies in preferential trade between the EU and a preferential partner. Diagonal cumulation applies in preferential trade between EU and groupings of countries where the parties to an agreement share identical rules of origin. It allows materials originating in the EU or in one or more of the country groupings to count towards fulfillment of the rules of origin. Full cumulation represents an extension of diagonal cumulation. It provides for the aggregation of all processing, whether or not origin conferring, undertaken anywhere in the preferential area. The concept of pan-European cumulation introduces diagonal cumulation across a Europewide free trade area encompassing the EU, EEA, EFTA, the Central and Eastern European countries, the Baltic States and Turkey.
Source: UK Department of Trade and Industry (http://www.dti.gov.uk/ewt/rules.htm) Bulgaria's foreign trade policy has two dimensions: that of actively pursued regional liberalization in the context of the EU Eastern Enlargement project and rather passively pursued multilateral liberalization under the umbrella of WTO agreements. Since the track of regional liberalization encompasses Bulgaria's major potential trading partners including one of the world's economic superpowers, the EU-25, the multilateral track is of secondary significance to Bulgaria's economic interests. Bulgaria is now part of one of the largest, if not the largest in the world, free trade areas for industrial products. In consequence, Bulgarian producers have duty-free access to most of its markets and, on the other hand, Bulgaria's markets for most goods are fully contestable.
The deep tariff reductions under the aegis of regional integration agreements combined with relatively high MFN applied tariff rates imply high reverse discrimination and significant potential for trade diversion. High preference margins provide a strong incentive to home consumers to switch from a low-cost supplier outside the FTA to a high-cost one from FTA partner country. However, there is one factor limiting the scope for trade diversion. The extent of trade diversion hinges not only on preference margins, i.e., the differences between MFN rates and preferential tariff rates, but also on the level of pre-FTA trade with FTA partner. And Bulgaria's pre-FTA imports from the current preferential partners were high.
Yet, there are strong reasons for reducing reverse discrimination through lowering MFN applied tariff rates to the levels of the EU CET (common external tariff) on industrial products. High tariff protection is always a bad trade policy. Bulgaria's MFN tariff schedule for manufactured goods is both redundant and harmful. Its redundancy stems from limited, if any at all, protection afforded to domestic producers by high and dispersed MFN tariff rates. Pan-European suppliers already have duty-free access and government resorts to tariff exemptions if these products are not readily available in pan-European free trade area for industrial products. But if they are available, high MFN tariffs merely protect FTA suppliers from MFN competition. This may lead to rents going to FTA suppliers in highly concentrated sectors where major competitors are from 'outside' unless, of course, the government exempts them as well from paying duties. The overall result is that domestic producers remain exposed to competition from imports and government is deprived of customs duty revenues.
The emergence of the Pan-European market for industrial products
Having signed the European Association Agreement with its interim trade liberalization component in effect as of 31 December 1993. Bulgaria has become part of the EU Eastern Enlargement Project. This has implied policy commitment to bilateral liberalization carried out within a larger framework of the EU-driven regional integration. Bulgaria is part of two overlapping circles of special trading arrangements among thirtysix European states. It is part of the first circle, that is, a de facto single free trade area for industrial products including the EU-25, EFTA, Romania and Turkey. It is also part of the second circle built around the Stability Pact (Box 3). Bulgaria has concluded bilateral agreements with SEE-5 countries within the framework set under the Trade Initiative of the Stability Pact. According to the criteria set in the Memorandum of Understanding, tariffs on at least 90 percent of industrial tariff lines and 90 percent of industrial imports have to be zeroed after the FTA goes into effect. FTAs liberalized trade in more than 98 percent of industrial products. In contrast to the Pan-European arrangements, there are exceptions to free trade. These include some industrial agricultural products, 19 and motor vehicles. Furthermore, the majority of the agreements-unlike the Pan-European arrangements-resort to tariff rate quotas, which usually trigger trade deflection and lead to corruption in their allocation.
Bilateral agreements within the Trade Initiative of the Stability Pact framework have also significantly lowered barriers to trade in agricultural products. The criteria adopted by the MoU call for duty-free access on only 35 percent of the agricultural Harmonized System lines.
The abolition of quantitative restrictions should not be an issue in the FTAs implementation process, as their number is limited and the agreements offer various methods to deal with sectorial economic difficulties in compliance with WTO rules.
Bulgaria's FTA with Croatia meets a double 90 percent trade coverage criterion, with Bosnia and Herzegovina it meets the criterion of at least 90 percent of import coverage. FTAs with other SEE economies are slightly below both criteria.
The EU-driven project of deepening and widening European integration has evolved over time. The major defining feature of Bulgaria's trade policy emerged with the Pan-European Cumulation of Origin Agreement, which went into effect on January 1, 1997. 21 The objective of this agreementrecommended by the EU Council's decision in July 1996-was to encourage Europe-wide industrial cooperation by diagonal cumulation that would allow treating imports from parties of the agreement as local inputs (see Box 2 above). This new arrangement allowing unfettered distribution of production capacities in the territory of each signatory of the Pan-European Agreement, without worrying about meeting the rules of origin requirements, has created a very attractive environment for MNCs (Kaminski 2004) . 22 Bulgaria has been effectively part of this arrangement since January 1, 1999.
The EU has encouraged regional trading agreements among signatories of the European Association Agreements. CEFTA-established in 1992 by former Czechoslovakia, Hungary and Poland-is a good example. It had provided a framework for bilateral trade agreements among EU candidates. In 1999, Bulgaria-which already had FTA with the Czech and Slovak Customs Union (1995) and Slovenia (1996)-joined CEFTA, which then included aside from founding countries also Romania (since 1997) and Slovenia (1996) . 23 Croatia was the last country to join now defunct CEFTA in 2003. The timetable for the removal of duties on industrial was coordinated by the Pan-European Cumulation agreement.
Trade arrangements among signatories the Pan-European Cumulation of Origin Agreement top all other preferential trade agreements. Firms from thirty-one signatories of this Agreement operate in a de facto single market for products. They have duty-free access to respective markets for industrial products and can use inputs from any source within the Pan-European region and count them as domestic inputs. Other than rules-of-origin considerations shape the spatial distribution of production activities within the Pan-European region. More importantly, Bulgarian producers are exposed to highly, worldwide, competitive European firms. Furthermore, they have to compete on markets of many countries and that of the EU with very low levels of protection.
While FTAs of the Pan-European group have mostly focused on liberalization of trade in industrial products, they have also covered significant portions of agricultural trade. For instance, in accordance with a Double-Zero Agreement of Bulgaria with the EU export subsidies in their mutual trade have been eliminated and a number of products (poultry, meat, cheese, wine, fruits, grain) received full or significant tariff reductions combined with a schedule for increasing trade quotas.
As a result of participation in the EU Eastern Enlargement Project, Bulgaria's producers have dutyfree access to one of the largest markets in the world for industrial products and, on the other hand, are exposed to competition from internationally competitive suppliers of these products. However, in order to fully capitalize on benefits offered by regional integration, a country must have liberal multilateral foreign trade regime.
Multilateral liberalization policy track: trade in goods
Bulgaria lost a unique opportunity to lock-in a well-designed liberal multilateral trade regime that the WTO accession process usually offers. 24 First, Bulgaria's accession negotiations took place when the attention of WTO member-states focused on then ongoing Uruguay Round of Multilateral Trade Negotiation. Furthermore, the increase in pressures to open up on acceding countries placed by WTO members began taking place after the WTO was established in 1995, i.e., around when Bulgaria already finished its accession negotiations. Second, until 1997 Bulgaria's policies were protectionist and highly unstable (World Bank 2000) . The accession negotiations lasting almost a decade have failed to remove a strong anti-foreign trade bias of the foreign trade regime. Bulgaria's commitments under both the 1994 GATT and the WTO GATS were rather limited indicating unwillingness to improve conditions in access for foreign goods and services to local markets.
The most visible measure of a WTO member-country's commitment to trade liberalization is the scope of bindings and the levels of bound tariff rates. Although Bulgaria bound 100 percent of its tariff rates under its terms of WTO accession, the bound rates-which are the critical commitment in the WTO-were not only set at high levels but also they were generally higher than the rates it then applied, particularly on agricultural products. The simple average bound rate was negotiated at 35.5 percent on agricultural products and 23 percent on industrial products.
25 When compared to other Balkan transition economies with respect to the level of bound tariffs, Bulgaria's WTO 'bounds' are rather high. For instance, Albania's WTO 'bounds' are 9.4 percent on agricultural products and 6.6 percent on industrial products and Croatia's 9.4 percent and 5.5 percent, respectively.
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Bulgaria scores better vis-à-vis countries that were WTO members already before the collapse of central planning-Hungary, Poland and Romania. Romania's WTO bounds are 98.4 percent on agricultural products and 31.6 percent on industrial products, 27 Hungary's were 26.9 percent and 6.9 percent, and the Czech and Slovak Customs Union had bounds of 10 percent and 4.2 percent respectively. With accession to the WTO, Hungary as well as other new members adopted the EU common external tariff and its all other WTO commitments. Comparisons with these countries have only historical relevance illustrating the strength of protectionist lobbies.
Applied MFN rates are clearly much more pertinent for assessment of current conditions in market access, as bound rates are only maximum rates that a country has agreed no to exceed. Despite the annual reductions in simple average applied tariff rates on both agricultural and industrial products over [1998] [1999] [2000] [2001] [2002] [2003] 28 Bulgaria has the second highest, after Moldova, simple average MFN applied tariff rate among Balkan countries. All participants of the EU Stabilization and Association process, Bulgaria's preferential trading partners, have significantly lower averages. Besides Romania, only Macedonia comes close to Bulgaria in terms of high tariff protection of both agricultural and industrial products (Table 12) . 24 For a discussion of the impact of WTO accession on policies of selected transition economies including Bulgaria, see Drabek and Bachetta (2004) . 25 The simple average bound rate on agricultural products may be higher, as the share of items with a non-ad valorem binding, not taken into account, is significant. 26 Based on Protocols of Accession. See Drabek and Bachetta (2004) . 27 "Developing country" status under the WTO has shielded Romania from external pressures to make stronger commitments to liberalize access to domestic markets. A lower level of the weighted average tariff rate than that of the simple average tariff rate indicates that tariffs effectively suppress imports of items subject to high tariff rates, as sectors with high tariff will generally have a lower weight as imports are smaller. For higher level of weighted average rates, the opposite is the case. Agricultural goods fall into the latter: high tariffs do not completely prevent their imports, while they appear to do so in the case of industrial products. There are two caveats, however. First, as indicated earlier, most of Bulgaria's imports are subject to preferential, mostly zero tariff rates. The UNCTAD database does not take into account preferential trade. In consequence, weighted tariff rates are probably much higher for all countries in Table 12 . Second, since Pan-European partners have duty-free access for all their industrial products, the fact that the value of the weighted average is above that of a simple average indicates that higher tariffs on industrial products serve no well-defined protectionist purpose. They seem to be redundant. We shall return to this issue in the next section.
Despite benefits that a small economy like Bulgaria can gain from opening up, its multilateral liberalization within the WTO framework has neither led to low tariffs nor extended commitments to remove barriers to entry to services sectors. MFN applied tariff rates remain relatively high by regional standards. While Bulgaria has signed WTO agreements extending either duty free treatment to selected products (e.g., Information Technology Agreement) or countries (Generalized System of Preferences for least developed countries), it has kept relatively high MFN tariff rates especially on agricultural products. One should add that Bulgaria's approach to multilateral trade liberalization does not differ from that of several other Central European countries including Hungary, Poland and Romania. Despite low levels of non-preferential trade, they have declined to lower MFN tariff rates (Kaminski 2001) .
Reverse discrimination: level, scope, implications
FTA, by definition implies discriminatory liberalization, that is, it artificially changes relative competitiveness of goods from countries entering the FTA. Following Jacob Viner's (1950) seminal work, two static effects of FTAs are usually distinguished-trade creation and trade diversion. The latter leads to purchases from a higher-cost preferential supplier, which results in static losses, whereas the former leads, like in the case of multilateral liberalization, to lower domestic prices thanks to increased competition from imports and closing down of some high-cost firms replaced by lower-cost imports. 29 Since trade creation results in a partner country's production displacing higher cost domestic production, it does not increase "regional" trade at the expense of outside countries and yields static benefits to FTA participants. The FTA has the potential for increasing welfare of both partners only insofar as trade creation exceeds trade diversion. In other words, a country can lose when it liberalizes on a discriminatory basis, if the cost of trade diversion outweighs the benefits from trade creation.
Large theoretical literature on bilateral trade integration offers many rules of thumb as to when FTA is likely to result in welfare loss or gain (see Baldwin 1991 , Schiff and Winters 2003 , World Bank 2000 . The "North-South" integration, as exemplified by the EU Eastern Enlargement project provides incentives to a 'South' country to become gradually like a 'North' country in terms of institutions and policies. These incentives derive not only from aspirations to accede to the EU, which calls for the convergence of domestic regimes to the acquis communautaire but also from opening of the economy to competition from imports from the EU and better access to EU markets. The latter may contribute to the increase in foreign investment inflows.
But there is also potential for welfare loss even in the case of 'North-South' integration. The most important and enduring ones concern MFN tariffs and the fraction of imports that come from other participants in FTA. High and dispersed MFN external tariffs, that is, high reverse discrimination and low mutual trade are conducive to trade diversion. High preference margins (or reverse discrimination) provide a strong incentive to home consumers to switch from a low-cost supplier outside the FTA to a high-cost one from a FTA partner country. The level of pre-FTA trade with an FTA partner affects the size of trade diversion effect. If initial pre-FTA imports are low, the likelihood of replacing a low-cost MFN supplier with a higher-cost FTA supplier increases.
Last but not least, there is a danger of trade deflection if MFN applied tariff rates vary across countries of a free trade area. Traders then have incentive to seek to enter through a 'lower tariff' country, obtain a fraudulent certificate of origin and move a shipment to a 'higher tariff' country resulting in losses of customs revenue. The extent of trade deflection depends on tariff differentials and the quality of customs administration-high differentials and corrupt customs lead to high trade deflection.
'Pan-European' arrangements denote broadly the trade component of the European Association Agreement effective as of 1994, Bulgaria's participation in CEFTA (Bulgaria joined in 1999 liberalizing market access for then six other CEFTA members) as well as other parties of the Pan-European Cumulation of Origin Agreement, that is, Romania and Turkey. Turkey has had customs union agreement with the EU since 1997 and applies the EU Common External Tariff on most products. Taking into account schedules of tariff reductions on industrial imports, since around the end of the 1990s most tariff rates on industrial products from pan-European countries have been zeroed. As for other FTAs-with SEE-5 countries and Israel-most industrial products under these agreements either already or soon will have duty-free access to Bulgarian markets.
Bulgaria's applied MFN tariff rates on industrial products create significant potential for reverse discrimination. Data tabulated in Table, based on six-digit Harmonized System (HS) tariff lines processed for UNCTAD TRAINS database, offer insights as to its potential scope-potential, as the information is limited to imports by six-digit HS items without identifying whether these imports come from preferential partners. In other words, MFN tariff rates are not applied to all imports of six-digit HS items, yet the database provides information on all imports in 2003, from preferential and MFN partners alike. Had Bulgaria had no FTAs, 21 percent of its imports in 2003 would have been subject to zero tariff rates and 20 percent to MFN applied tariff rates exceeding or equal to 15 percent (Table 13) .
But this was not the case. In fact, the bulk of Bulgarian imports of industrial products were duty-free. Since duties on industrial imports from 'pan-European' countries were zeroed in 2003, the MFN applied tariff rates represent preferential margins enjoyed by 'pan-European' suppliers in Bulgarian markets vis-à-vis MFN ones. The 'pan-European' share in Bulgarian imports of industrial products was 76 percent in 2003, that is, at least 76 percent of industrial imports that entered Bulgaria were not subject to tariffs. But the actual share of duty-free imports may be much larger. 'Pan-European' suppliers and, to a lesser extent, FTA partners from Stability Pact enjoy a sizable competitive advantage over MFN and other non-preferential exporters. Consider that their preferential margin exceeds or equals 20 percent ad valorem (of the value of a shipment) for 8 percent of Bulgaria's imports of industrial products in 2003, or US$ 670 million. MFN supplier would have to have costs lower at least 20 percent than a preferential supplier in order to be able to win a contract with a Bulgarian importer. Around US$ 3.1 billion worth of Bulgarian industrial imports were protected by MFN applied tariff rates equal or exceeding 10 percent, thus offering extra advantage to often least-cost effective suppliers or allowing them to capture rents by charging higher prices.
Has reverse discrimination implicit in Bulgaria's MFN tariff schedule resulted in significant trade diversion, i.e., replacing more efficient non-preferential suppliers? Without an extensive examination of previous trade patterns and costs of imports, one may only sketch an answer to this question. Note first that 'Pan-European economies' accounted for three-thirds of Bulgaria's total imports, with the EU-15 contributing about half of the total. During both crisis in 1996-99 and recovery phase in 2000-02 in Bulgarian foreign trade performance imports from 'pan-European' economies have been expanding. This has been in stark contrast to all other imports, which fell in 1996-99 (Annex Table 1 ).
Since the increase in presence of 'pan-European' suppliers in Bulgarian markets for industrial goods, which occurred mainly over 1997-99 (Table 14) , coincided with slashing tariff rates under the 'panEuropean' preferential agreements, it would be tempting to point to trade diversion. But this might not be necessarily a right conclusion. Although the accompanying increase in reverse discrimination might have contributed to the increase in their share from 43 percent in 1996 to 60 percent in 1999 and 65 percent in 2003, other factors than market access considerations appear to be more relevant. The share of the EU increased even before tariff rates on industrial products were significantly reduced. So did the share of former CEFTA suppliers from 4.7 percent in 1996 to 7.1 percent in 1998, that is, even before Bulgaria joined CEFTA. Table 14 : Pan-European, other FTA partners and ROW in Bulgaria's industrial imports in 1996-2003 (in million of US dollars and percent) products. Countries with very low tariff rates had both relatively high shares of preferential imports (e.g., Latvia, Slovakia) and low shares of these imports (e.g., Estonia). So did the countries with high simple average MFN tariff rates-Hungary with the share of 71 percent in 2003 and high tariff rates and Slovenia with the share of 82 percent (Table 15) . 1990-2003 (in percent) Third, note also that geographical proximity to the EU-15, accounting for most of preferential imports of these economies, does not offer any clues as the share of preferential imports. In fact, dispersion in the shares of preferential partners in manufactured imports of pan-European transition economies is very low, with the coefficient of variation of 0.08 for 2003 and 0.05 for the average shares in 1996-2003.
Last but not least, over 2000-03, despite zeroing of the remaining preferential rates on industrial products, the share of pan-European imports in manufactured imports of CEEC-10 mostly contracted. This share only slightly increased in Poland's imports and Romania's imports. Except for Romania, the share of pan-European preferential partners in manufactured imports was in 2003 below the levels recorded in earlier years (Table 16 ). Developments in geographical patterns of trade of other CEEC-9 economies provide an extra support to the conclusion that the growing reverse discrimination in imports of manufactures has not resulted in significant diversion in Bulgaria's trade. They all point to the size of the pan-European free trade for industrial products rather than the level of MFN tariff rates on manufactured goods as explaining the absence of any significant trade diversion effect (Kaminski 2005) . Consider the following: First, geographical reorientation took place during the initial stages of transition from central planning rather than during the period of accelerated cuts in preferential tariff rates on manufactured goods in the second half of the 1990s and early 2000's. While no data are available for all CEEC-10 economies, it is rather unlikely that they diverged from the pattern observed in Hungarian, Polish and Romanian imports where the largest increases occurred over 1990-92 (Table 16 above) .
Why were the shares of manufactured imports from preferential sources in total imports of manufactures immune to the degree of reverse discrimination? There are two explanations. First, MFN suppliers may lower export price to stay competitive in Bulgarian markets. 30 Second, authorities may resort to tariff exemptions. This practice appears to be quite widespread. As a result, not all importers have to pay high duties on their MFN supplies. For instance, goods imported by firms operating in Bulgarian Free Trade Zones and economically depressed areas, were exempt from duties. So were some imports of capital equipment. This has weakened the trade diversion effect usually triggered by high preferential margins.
Both practices are distortionary, however, in spite of their apparent little impact on direction of foreign trade. They have negative impact on Bulgaria's competitiveness in global markets, as it affects their ability to access the best inputs available worldwide and unnecessarily increased administrative micromanagement of trade flows.
High MFN tariff rates are not only redundant but are also a bad trade policy. Shortcomings of regional liberalization unless accompanied by simultaneous liberalization of MFN tariff rates are twofold: First, reverse discrimination often suppresses FDI inflows from firms located in non-preferential countries unless they are able to outsource to suppliers from Bulgaria's preferential patterns. Second, high MFN tariff rate raise prices of imports and thus may undermine export competitiveness of Bulgarian exporters. While in many cases indispensable imports are available from preferential partners, this is not always the case, as highly specialized machinery may be only available in, for instance, Japan or the United States. High tariffs put Bulgarian firms in competitive disadvantage vis-à-vis firms operating in countries with lower tariff rates.
In fact, there is no reason to maintain high MFN applied tariff rates on industrial imports, as MFN tariff rates offer neither protection to domestic producers nor generate significant customs revenues. High tariff protection in Bulgaria is redundant, as more than 80 percent of manufactures and slightly less than 80 percent of industrial products originate in 'pan-European' countries and therefore do not face any tariff barriers in access to Bulgarian markets. In the absence of extensive regional trade arrangements, tariff protectionism can be defended (or explained) in terms of infant protection argument, government revenue needs or political economy reasons related to political pressures from powerful interest groups. If, however, the same sectors are open to duty-free competition from firms from such highly developed economies as the EU, not to mention, the internationally competitive imports from other recent EU entrants, none of the above applies unless a protected product is not manufactured in any of FTA countries. This is hardly a plausible occurrence, as a 'pan-European' free trade area for industrial products is an economic superpower. Under these circumstances, maintaining high MFN tariffs amounts to protecting FTA suppliers from MFN competition and has a negligible effect on competition from imports faced by domestic producers.
"Shadow" customs union with the EU on industrial products
Faced with the raising welfare costs associated with high preferential margins, the best policy option for a small country is usually free trade. Considering, however, Bulgaria's involvement in the EU accession process, this option is not acceptable, as it might trigger demands for compensation from Bulgaria's MFN trading partners once Bulgaria becomes a member of the EU. Under these circumstances, the best policy option is that of adopting the EU's MFN CET on industrial products. 31 30 Chang and Winters (2002) provide empirical evidence showing that firms lowered their export prices offered to consumers from MERCOSUR countries in order to compete with firms from this regional trading bloc. 31 Although upon accession Bulgaria will adopt the CET, there remains still around two years before this happens.
While lower MFN applied tariff rates would not shift the overall geographic pattern of Bulgarian imports toward MFN suppliers, they would facilitate trade and increase competitive pressures on Bulgaria's preferential suppliers. Since Bulgaria is on the accession path to the EU, MFN tariff rates on industrial products should be harmonized with those in the EU CET. This would amount to a 'shadow' customs union with the EU. This will be turned into a customs union arrangement once Bulgaria accedes to the EU. The cost of such a move is negligible, if any. This is clearly a win-win case.
How does the EU CET on industrial products compare with Bulgaria's MFN tariff schedule? Bulgaria's tariff schedule affords overall significantly higher levels of tariff protection to both agricultural and industrial producers. Simple averages for both agricultural and industrial products are more than twice as high as in the EU (Table 17) . Although an overall lower dispersion characterizes Bulgaria's tariff schedule for both agricultural and industrial products, the coefficient of variation is lower for Bulgaria's MFN tariff schedule. Second, Bulgaria has 809 six-digit HS tariff lines within which there are rates exceeding the international peak of 15 percent, as compared to the EU's 23 tariff lines. Bulgaria's tariffs are not only higher but also offer protection to different products than in the EU (Annex Table 4 ). Yet, although at the six-digit HS level there are some differences reflecting dissimilar 'protectionist' preferences, they are not extreme. Both Bulgaria's and the EU's MFN applied tariff schedules offer larger tariff protection to unskilled labor intensive products. Paradoxically, Bulgarian successful exports to EU markets-clothing and footwear-are also highly protected domestically. So are they in the EU, albeit levels of tariff protection are lower. For instance, clothing is protected in both, but tariff rates on clothing imports in Bulgaria (24 percent) are twice as high as in the EU (12 percent). 32 On the other hand, there is one unequivocal difference. Bulgaria provides high tariff protection to low processed industrial goods such as glass and glassware, paper products, fertilizers, modified starches, carpets and other textile floor coverings, whereas the EU protects relatively more such products as trucks, bicycles, road tractors and video cameras.
In all, however, the two schedules for industrial products are not dissimilar. The value of correlation coefficient for maximum tariff rates in six-digit HS aggregates is 69 percent and for simple average rates (average also for six-digit HS lines) it raises to 72 percent. Bulgarian MFN applied tariff rates on industrial products are lower for only 42 six-digit HS items out of 4,124 items and the same for 857 items (simple average for each aggregated group from a nine-digit original breakdown) or 939 items (maximum for each group). Furthermore, for 2,277 HS 6-digit items, or 55 percent of all industrial lines, the difference between respective tariff rates does not exceed five percent and for 85 percent is smaller than 10 percent (Table 18 ).
The amounts of imports subject to MFN tariff rates exceeding those in the EU also do not strike one as huge. Consider the following: First, 27 percent of Bulgaria's imports in 2003 fell into tariff lines that would be subject to the same MFN tariff rates; Second, almost 40 percent of imports of industrial products enter Bulgarian markets either at the same or lower rates than in the EU. Altogether 86 percent of Bulgaria's imports are subject to tariffs that are up to 10 percent higher than respective EU duties on these products. Yet, although 14 percent of Bulgaria's industrial imports are subject to MFN applied tariff rates significantly higher than in the EU, the crux of the matter remains that not all of these imports are actually subject to higher rates. Industrial products originating in 'pan-European' countries and, increasingly, in SEE-5 countries are not subject to duties. These have two important intertwined implications: First, preferential 'pan-European' and SEE-5 suppliers face lower levels of competition from MFN imports in EU markets than in Bulgarian markets for industrial products subject to rates higher than in the EU. Depending on the structure of industry, this may raise the price of imports and create rents for preferential exporters. For instance, if three firms, one from the EU and other two from non-preferential countries dominate the world market, a fifteen-percent tariff-related preferential margin gives a EU firm an opportunity to charge up to 15 percent more for the same product in Bulgaria than in the EU.
Second, wide tariff margins may suppress or make investment projects non-competitive. For instance, if specialized products or machinery available in 'pan-European' free trade for industrial products are of inferior quality than those available outside and are subject to higher MFN tariff rates than in other partner-countries, the restructuring or other capital project may never take off. While these foregone opportunities are only subject to speculations, their cost-as anecdotal evidence suggests-may be considerable.
Harmonization of Bulgaria's applied MFN tariff rates with the EU CET on industrial products entails several benefits and few, if any costs. Major benefits stem from rationalization of tariff structure and, by the same, token minimization of distortions inevitably produced by diversity in tariffs. EU tariffs on industrial products are significantly lower, less diversified and tariff peaks are lower. Bulgarian users of imports would benefit from lower tariffs and their bargaining position vis-à-vis preferential suppliers would increase once preferential margins are reduced. Furthermore, with the fall in tariffs, transaction costs associated with exports and corresponding tariff rebates on imported inputs would also considerably decrease, as lower amounts of capital would be tied up. In a similar vein, importers of MFN products would be less inclined to actively seek duty exemptions on MFN imports.
But would it lead to a significant deterioration in Bulgaria's government revenues, as a result of the declined in custom revenues from duties? Although based on 'back-envelop' estimates, the answer is unambiguously negative. Consider first that the loss in customs revenue due to FTAs has already taken place and the contribution of revenues from customs duties is rather small. Had MFN rates been applied to all imports, tariff revenue would have been around US$ 800 million higher in 2003, that is, US$ 1 billion rather than US$ 143 million. Their share in total revenue and grants varied between 1.59 percent and 1.95 percent over 2001 -04 (IMF 2004a . In terms of the GDP, it was well below 1 percent. The duty collection rate, i.e., the ratio of customs duty revenue (US$ 143 million) to the value of imports (US$ 10.9 billion), was already very low at 1.3 percent in 2003.
Second, the bulk of customs duty revenue appears to have come from duties levied on agricultural rather than industrial imports, as 77 percent of the latter were industrial imports from Pan-European partners with a duty-free access. In other words, only around US$ 2 billion worth of industrial imports (out of the total of US$ 8.5 billion) were subject to MFN tariff treatment. Furthermore, not all MFN imports of industrial products were subject to duties exceeding zero. Around 27 percent of industrial imports in terms of tariff lines in 2003 were subject to zero duty rates no matter their preferential or non-preferential origin (see Table 18 above).
Third, the scope of adjustment in tariff treatment is lower than the differences in MFN rates would suggest. Note that around half (53 percent in 2003) of Bulgaria's imports are subject to the same or maximum five percent higher MFN tariff rate as in the EU. The adoption of the EU's CET on industrial products would lower Bulgaria's weighted-average tariff on industrial products from 8.6 percent to 4.2 percent in 2003.
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Box 4: Harmonization of tariffs and WTO rules
From the point of view of the WTO rules, accession is simply the shift from a free trade area (FTA already fully operational under Europe Agreements) to customs union (CU). The only new (in relation to FTA already in place) relevant article that will apply when Romania either joins the EU or sign a CU agreement is Article XXIV:6.
Article XXIV:6 requires WTO members joining a CU and consequently seeking to increase bound rates of duty to enter into negotiations-under Article XXVIII (Modification of Schedules)-on compensatory adjustment, netting out reductions in duties on the same tariff lines made by other members of the customs union. If such reductions are regarded as insufficient compensation, the CU will either reduce duties on other tariff lines, or provide compensation. If no agreement is reached on compensatory adjustment within a reasonable period of time, the CU may modify or withdraw the concessions and affected WTO members are free to retaliate. A reasonable period of time, as agreed during the Uruguay Round, is to be no more than 10 years.
This has the following implication: the legal situation vis-à-vis the WTO will remain the same as long as Romania will not insist upon accession that the EU raise its bound rates to higher Romanian ones.
Other issues are unlikely to appear as legal impediments. The reference is occasionally made to Article XXIV. 5 (a), which requires that duties and other regulations of commerce after the establishment be either less restrictive or no more restrictive than prior to the establishment of a CU. If the applied rates are after accession on the whole higher than those applied before accession, the enlarged EU would be in breach of its WTO obligations and any WTO member will be entitled to ask for compensations. This is a misinterpretation. First, as noted above, the trigger for compensation adjustment is the increase in bound rates. Second, an assessment under this Article is based on an overall assessment of weighted average tariff rates and customs duties collected. The WTO Secretariat is responsible for conducting an assessment, which has little practical relevance. Note that since 1948, out of more than 60 FTAs and preferential trade agreements that have been reviewed under Article XXIV provisions, only four agreements (the list includes neither EU CU nor NAFTA) were declared fully compatible with Article XXIV requirements. However, a working group has not censured a single agreement as being incompatible with GATT-WTO rules.
This suggests that the costs are insignificant. Although the budget will loose customs revenue from duties, the amounts involved are relatively small as already most potentially tariff revenue-generating imports come from preferential rather than MFN suppliers. In spite of significant differences in their respective structures of tariff protection as captured among others by the value of a correlation coefficient of 0.51, the cost of adjustment will be low, simply because most producers have already been exposed to 33 EU tariffs weighted by Bulgaria's industrial imports. competition. Furthermore, this move should not complicate Bulgaria's entry into the EU in terms of possible problems with the WTO rules (Box 4 above).
This diagnosis leads to the following recommendation: Bulgaria should align its MFN applied tariff rates to those in the European Union's CET. This would reflect the reality of its participation in the PanEuropean free trade area for industrial products, trade arrangements under the Stability Parts and pending accession to the European Union. While this would neither result in a surge of imports from MFN suppliers or in a significant fall in customs revenue, this would increase competitive pressure on preferential suppliers and thereby might lower prices of imported products. Furthermore, it would reduce shopping and lobbying administrative officials by importers to obtain tariff rebates or duty exemptions.
Conclusions and policy implications
Bulgaria has made large strides, especially since 2001, in raising the overall quality of governance, reducing corruption and introducing institutions and policies supporting competitive markets. It already has most institutions and policies in place for successful plugging-in and taking advantage of opportunities offered by integration into pan-European and global markets. The prospect of accession and the necessity of convergence to the acquis communautaire provide insurance of significant improvement in overall business/investment climate. This, combined with already observed gains in the quality of governance, seems to explain the recent surge in FDI inflows. But there are still weaknesses related to regulatory environment and the quality of backbone services. Both prevent domestic firms from participation in a new global division of labor based on outsourcing and production fragmentation. They also raise the cost of conducting business domestically and internationally discouraging entry of new firms and small foreign investors. They explain why Bulgarian firms remain largely outside of EU-based networks of production and distribution.
The improvement in governance and institutions has not as yet been translated into similarly impressive progress in business climate as it affects both domestic and external transactions. As far as the domestic dimension of doing business is concerned, Bulgaria's regulatory environment is still highly burdensome for private firms especially in such areas as starting a business, contract enforcement, and protection of investors' rights. These are major areas where Bulgaria lags behind most of CEEC-11. The most binding among these relates to contract enforcement. While protection of investors' rights and starting a business appear to be easy to address through appropriate legislative and regulatory change, this is not the cast of contract enforcement. Lowering thresholds for starting a business or even improving legal protection of investors' rights can be done almost with the strike of a pen, contract enforcement is a much more complex task. It points to deficiencies in the functioning of courts. This is a serious constraint, as without improvement in this area, such other measures, as, for instance, introduction of laws protecting investors' rights will be of little relevance. Poorly functioning courts do not assure enforcement of the law.
While improvements in the functioning of courts take time, this should not suggest that nothing could be done in the short run. To the contrary, simpler and more transparent regulations usually go a long way to reduce the use of courts. Hence, deregulation should top the government's reform effort. The continued review of regulations and their simplifications should be the first step in ongoing effort to improve the rule of law. But this should be a component of a continuous process rather than a series of ad hoc regulatory actions involving the government, business, and the civil society at large. International good practice suggests that the best way is to establish central regulatory coordination and management capacities (with credible mechanisms inside the government for managing and coordinating complex reforms), allot responsibility to higher levels of government and untie the units responsible for deregulatory management from regulatory missions and linking them to political authorities or existing centers of oversight authority (such as centers of government and finance and trade ministries).
The ability to participate in international outsourcing and production fragmentation is further hampered by Bulgaria's low level of performance in terms of efficiency of trade facilitation relative to both CEEC-8 and Romania in port efficiency. Bulgaria's exceeds benchmarks only in the quality of regulations. The quality of regulations is important. But as long as the capacity to enforce them is weak, it has rather limited impact on external transaction cost. While there is evidence pointing to recent improvements in IT infrastructure and customs, the quality of infrastructure of maritime ports and airports is not likely to improve without privatizing their management.
The government will have to address inefficiencies related to ports/airports management and transport before accession to the EU. But, since the 'EU-template' in these areas is clearly business friendly and efficiency enhancing, this effort should be accelerated. The development of a strategy and its quick implementation should top the current reform efforts. The strategy should address all aspects of transportation even going beyond minimum requirements set by the acquis communautaire following the 1986 Single European Act's provisions on "freedom of services." Among others, this would call for
• Taking Another area that hampers Bulgaria's participation in new forms of global division of labor relates to its MFN tariff policy and implicit high levels of reverse discrimination. The redundancy of keeping high MFN tariff rates on industrial products stems from the following: high MFN tariff rates serve no protectionist purpose; they yield limited customs revenues; in some circumstances, they offer preferential suppliers opportunity for rents at the expense of Bulgarian consumers of imports and limit bargaining position of Bulgarian importers; and create demand for duty-drawback or tariff rebate schemes for MFN imports.
For these reasons, although Bulgaria will have to adopt the EU common external tariff upon accession, the government should enter into a 'customs union' with the EU limited to MFN tariff rates for industrial products. The government should change the level of applied MFN tariff rates to bring them in line with the EU CET observing the following rules. This would involve the following:
• If a Bulgarian MFN applied tariff rate is higher than in the EU, lower it to the EU rates;
• If it is lower, leave as is. (This would assure conforming with Bulgaria's WTO commitments, i.e., in an unlikely case that the Bulgarian WTO tariff binding is below the current EU MFN applied tariff, raising the MFN tariff rate might trigger disputes with WTO members).
The combination of measures focusing on both domestic and external dimensions of Bulgaria's business environment as well as on its multilateral foreign trade policy would contribute to the establishment of an economic regime opening new opportunities to Bulgarian businesses to take advantage of enormous opportunities offered by Bulgaria's participation in the European integration project. 
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